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Preface 


In November 1984, the Government of Canada pub- 
lished An Agenda for Economic Renewal, a document 
that laid out the government’s course for restoring 
health to the flagging Canadian economy. The Agenda 
provided a comprehensive and consistent framework for 
recovery, and for forging an economy that would create 
productive jobs for Canadians. 


The Agenda for Economic Renewal addressed the vital 
economic challenges facing a nation that must make its 
way in a world growing more competitive by the day. It 
stressed the need to encourage private sector initiative, 
the need to make the government less obstructive and 
more efficient, and the imperative of restoring good 
fiscal management. 


Much has been accomplished. The Agenda laid out a set 
of principles for economic management, and we have 
put those principles into practice. It was an agenda for 
action, and we have taken action. 


Our principal objective has been to improve the com- 
petitive position of Canadian business, at home and 
abroad, so that the country will grow and thrive and its 
people prosper in a caring and open society. This 
objective underlies each of the many initiatives we have 


taken — in restoring fiscal order, in reforming regulation, 
in encouraging investment and initiative, in everything 
we have done. Success in this objective will enable us to 
expand our markets and stimulate economic growth. 
From prosperity will flow the resources to meet 

social needs. 


More remains to be done. The tax system will be 
reformed. A national child care strategy will be put in 
place. The deficit will be reduced further. Deregulation 
will continue. Science and technology will be promoted. 
The development of resource industries demands our 
close attention, as does the challenge of enhancing 
regional development. 


The government is committed to these efforts. We are 
undertaking them in the spirit — and in the directions — 
established in the first half of our mandate. 


The record we have established is extensive, consistent 
and solid. The purpose of this paper is to report on the 
substantial progress that we have made in implementing 
many of the elements in the Agenda for Economic 
Renewal. In the 2’2 years since we issued that Agenda, 
Canada has made great progress. We must make further 
progress. Our agenda is ongoing. 


Se ony Go oem 


The Honourable Michael H. Wilson 
Minister of Finance 
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Chapter 1 — Overview 


By September of 1984, when the present government 
came into office, the need for economic renewal was 
pressing. Unemployment was too high. Private sector 
confidence was low. The investment environment 
was unstable. 


Government was contributing to these problems. Fifteen 
years of consecutive and growing budget deficits had 
swollen the national debt to $200 billion — nearly half of 
Canada’s entire annual income; left unchecked, the debt 
burden would have become crippling. Government 
involvement in the country’s economic affairs had 
become pervasive: regulation, Crown ownership and a 
bewildering array of subsidies, grants and tax expendi- 
tures had distorted the market signals for private sector 
decision-making. Far too many investment decisions 
were based on government incentives rather than on 
sound business principles. The competitiveness of the 
Canadian economy was being undermined. 


It was a malaise that fed on itself. The more distortions 
the government produced, the more it had to produce. 
The more it subsidized, the more it had to subsidize. The 
more it regulated, the more it had to regulate. The more 
it spent, the more it was driven to spend. 


The result was inevitable. By mid-1984, economic 
performance was disappointing. Although the economy 
was growing again, growth was uncertain, being driven 
primarily by the strong U.S. economy, and the lingering 
effects of the recession were still being felt. The unem- 
ployment rate stood at almost 12 per cent. Interest rates 
were far too high, inhibiting the growth of investment 
and consumer demand. And the rapid increase in public 
debt made Canada’s future economic prospects increas- 
ingly uncertain. These dangerous trends had to be 
reversed to improve economic performance and create a 
positive environment for sustained economic expansion. 


Where to begin the road to economic renewal, to 
durable growth and to the creation of productive jobs? 
In November of 1984, the Agenda for Economic 
Renewal set out the government’s philosophy of eco- 
nomic management and its blueprint for the renewal of 
the Canadian economy. 


Quite clearly, restoring fiscal responsibility was the 
starting point, and the government set itself the task of 
getting its fiscal house in order. Fiscal responsibility 
meant reducing the deficit and slowing the growth of the 
national debt. Expenditure restraint and good manage- 
ment were to be the cutting edge of deficit reduction. 
The size and role of government needed to be reduced. 


But economic renewal meant much more. It meant 
reorienting the role of government so that it provided a 
better framework for growth and job creation, was less 
of an obstacle to change and innovation and contributed 
to improving Canada’s competitive position. 


It meant adopting policies that foster entrepreneurship 
and risk-taking, promote innovation and create a 
positive climate for the birth and growth of 

new enterprises. 


It meant making the Canadian economy more dynamic, 
more flexible, and more competitive in world markets. 


It did not mean cutting spending just for the sake of 
cutting, but concentrating our efforts on doing a better 
job of what government should be doing, and letting the 
private sector do what it does best — create jobs. 


Yet for the new policies to succeed, they had to be fair 
and consistent with the basic sense of compassion, 
tolerance and justice that is characteristic of 
Canadian society. 


Those were the challenges. What have we done to meet 
these challenges? Here is what has been achieved. 


The government has made substantial progress in 
delivering on its fiscal commitment. The deficit is down 
(see Chart 1) from $38.3 billion in 1984-85 to $32.0 bil- 
lion in 1986-87 and is projected to decline further to 
$29.3 billion in 1987-88. The three-year decline will be 
23) per cont 


The major part of this deficit reduction has come about 
through controlling government spending. Over the 


Canada 


(Cloenge il 
The Deficit in the 80s 


billions of dollars 


— 


SS 


> 


e 
ys 
Y 


= 


1984-85 1987-88 


N 


~ 1981-82 


l‘iscal years end March 31. 


Table 1 


The Three-Year Fiscal Record 
(as a percentage of GDP) 


three years ending in 1987-88, program expenditures — 
total budgetary expenditures less public debt charges — 
will have advanced on average 2.8 per cent per year, 
down from almost 14 per cent per year in the previous 
four years. In “real” terms — after adjusting spending 
for inflation as measured by the consumer price index — 
program expenditures will have declined on average by 
more than | per cent per year over the three years 
ending in 1987-88. 


The real size of the government is being cut back. From 
1984-85 to 1987-88, program expenditures as a share of 
the economy will drop 2.2 percentage points. This 
relative decline in program expenditures (see Table 1) 
accounts for 69 per cent of the decline in the deficit as a 
share of gross domestic product (GDP). 


The government has also undertaken major structural 
policy initiatives to bring about economic renewal. 
These are not unrelated initiatives. They are an integral 
part of our strategy to reinforce the ability of Canadian 
firms to compete in the global marketplace. 


Contribution 
1984-85 1987-88 Change to change” 
(per cent) 
Budgetary revenues 16.0 ee I Sil 
Budgetary expenditures 24.6 22.6 —2.0 63 
Budgetary deficit 8.6 5.4 —3.2 100 
Expenditure components 
Program expenditures 19.6 17.4 —2.2 69 
Public debt charges 5.1 5.2 0.2 —6 


Note: Figures may not add due to rounding. 


(1) A positive sign indicates a contribution to a reduction in the deficit as a share of GDP. 
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The government has made substantial progress in 
removing obstacles to growth in the Canadian economy. 
It has: 


e replaced the National Energy Program with a 
market-oriented energy policy, decontrolling energy 
prices and eliminating discriminatory 
sector-specific taxes; 


e scaled back regulation of the transportation sector; 


e replaced the Foreign Investment Review Agency 
with Investment Canada, giving it a strong mandate 
to attract foreign investment; 


¢ set out a comprehensive policy framework to 
increase the competitiveness of financial institutions 
and enhance consumer protection; 


e moved ahead with privatization: eight Crown 
corporations that no longer served public policy 
purposes have already been sold to the private sector, 
and more will follow; 


e legislated a new Competition Act to ensure healthy 
competition and to increase competitiveness in 
world markets. 


The government has created a better climate to invest 
by removing tax preferences, by substituting lower 
corporate statutory rates of taxation for tax credits, and 
by simplifying taxes for small business. The government 
will introduce proposals for a comprehensive reform of 
the Canadian tax system, to make the system simpler 
and fairer. Support for research and development, 
central to a dynamic economy, has been improved 
through changes to tax incentives and the 

granting systems. 


Canada’s economic prospects will be increasingly shaped 
by its ability to compete in the world marketplace. The 
government has placed great stress on improving 
productivity and enhancing Canada’s international 
competitiveness. It has also taken several major initia- 
tives to improve access to foreign markets. Negotiations 
with the United States towards a bilateral trade agree- 
ment were proposed by the Prime Minister in 
September 1985 and are now well under way. The 
government was one of the leading architects of the 
Uruguay Round of multilateral trade negotiations, 
which got under way in September 1986. 


The results of economic renewal are apparent. Over the 
last 22 years, real output growth in Canada has out- 
stripped that of all the major industrial countries except 
Japan, and our growth has come almost totally from 
domestic sources. The unemployment rate in January 
was 9.7 per cent, down from 11.7 per cent in September 
1984. From September 1984 to date, 675,000 jobs have 
been created. The pace of job creation in Canada is 
unrivalled among the major industrialized countries of 
the world. 
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Chapter 2 — The Fiscal Record and Outlook 


The government has taken strong action to reverse the 
dangerous fiscal trends of the past. It brought the 
budgetary deficit down from a record high of 

$38.3 billion in 1984-85 to $34.4 billion in 1985-86. 
The deficit will keep going down — to $32.0 billion in 
1986-87 and $29.3 billion in 1987-88 (see Table 2). 
This will be the first consecutive three-year decline in 
the deficit in three decades. Relative to the size of the 
economy, the deficit will decline from 8.6 per cent of 
GDP in 1984-85 to 5.4 per cent in 1987-88 (see 
Chart): 


The reduction has been achieved mostly by controlling 
government spending. Total budgetary expenditures are 
projected to grow on average by only 3.9 per cent per 
year for the three years ending in 1987-88. This means 
that budgetary expenditures in real terms will be 
roughly unchanged over these three fiscal years. By 
comparison, in the previous four-year period, real 
budgetary expenditures grew by 27.8 per cent, an 
average of more than 6 per cent per year. 


Chart'2 


The Deficit as a Percentage 
of the Economy 


per cent of GDP 
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For program expenditures (budgetary expenditures less 
public debt charges) the record on restraint is even more 
striking. For the three years ending in 1987-88, program 
expenditures will have grown on average only 2.8 per 
cent per year. In real terms, program spending is 
declining on average by more than | per cent per year 
over the three years ending in 1987-88. In the previous 
four years, real program spending grew on average more 
than 5 per cent per year (see Chart 3). As a percentage 
of GDP, program expenditures will be down 2.2 percent- 
age points compared to the 1984-85 level, accounting 
for 69 per cent of the decline in the deficit as a share 

of the economy. 


The government’s financial requirements (a comprehen- 
sive measure of its demands on credit markets) are also 
down sharply from $29.8 billion in 1984-85 to 

$24.0 billion in 1986-87 and will fall further to 

$21.3 billion in 1987-88. Relative to GDP, financial 
requirements will fall from 6.7 per cent in 1984-85 to 
3.9 per cent in 1987-88, the lowest ratio in six years. 


Ghart3 
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Table 2 
Summary Statement of Transactions, 1984-85 to 1987-88 


1984-85 1985-86 1986-87 1987-88 
(actual) (actual) (estimate) (forecast) 


(billions of dollars) 


Budgetary transactions 


Revenues 10.9 76.8 84.7 BP 
Expenditures —109.2 —111.2 —116.6 —122.6 
Deficit —38.3 —34.4 —32.0 —29.3 
Net non-budgetary receipts 8.5 4.1 79 8.0 
Financial requirements"? —29.8 —30.3 —24.0 —21.3 


Budgetary revenues 


Percentage change 10.4 8.4 10.2 10.1 

Percentage of GDP 16.0 on 16.7 | pee 
Budgetary expenditures 

Percentage change 13.0 1.8 4.9 Sal 

Percentage of GDP 24.6 2333 23.0 22.6 
Program expenditures 

Percentage change KO) —1.1 4.2 5.6 

Percentage of GDP 19.6 18.0 ul 17.4 
Public debt charges 

Percentage change 24.2 ikeie) I} 3.4 

Percentage of GDP By | an 5.4 2 
Budgetary deficit 

Percentage of GDP 8.6 72 6.3 5.4 
Financial requirements") 

Percentage of GDP 6.7 6.4 4.7 eo 
Net public debt 

Percentage change 22.9 Wes) 37 16 8) 

Percentage of GDP 44.9 49.0 52.4 54.4 


Gross domestic product” 
Percentage change Dee) TRS 6.3 7.0 


Note: Figures may not add due to rounding. 
‘) Excluding foreign exchange transactions. 


‘) For the calendar year in which the fiscal year begins. 
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Net public debt doubled between 1981-82 and 1984-85. 
Reflecting the reduction in the deficit since then, the 
growth in the public debt has slowed appreciably. The 
growth rate will decline to 11 per cent in 1987-88 
compared to an average of 23.5 per cent in the four 
years up to 1984-85. The goal of stabilizing the debt-to- 
GDP ratio is now much closer to reality. 


The slowdown in the growth of the debt has been 
accompanied by declines in interest rates, so that the 
growth of public debt charges is down sharply. After 
rising by more than 24 per cent in 1984-85, public debt 
charges are projected to rise by only 3.4 per cent in 
1987-88. This is the smallest increase since 1960. For 
the first time in 14 years, public debt charges will be 
growing more slowly than the economy. 


The magnitude of the government’s effort to slow the 
growth of debt and interest charges can be shown by 
separating the deficit into net public debt charges and 
the primary deficit. Net public debt charges are defined 
as gross public debt charges less return on investments. 
The primary deficit — in essence, the excess of program 
expenditures over tax revenues — is a measure of the 
ability of the government to pay for ongoing program 
expenditure commitments. The primary deficit will be 
down sharply — from $20.1 billion in 1984-85 or 4.5 per 
cent of GDP, to $5.3 billion or 1.0 per cent of GDP in 
1987-88 (see Table 3). 


The decline in the primary deficit reflects the policies 
implemented since November 1984. The government 


Table 3 
The Budgetary and Primary Deficit 


1984-85 

(actual) 

Budgetary deficit 38.3 
Percentage of GDP 8.6 

Net public debt charges 18.2 
Percentage of GDP AY 
Primary deficit AOR 
Percentage of GDP 4.5 


has been steadily implementing its fiscal planning 
principles: 


e Principle: to reduce the growth in the national debt 
to no more than the growth of the economy. 


Progress: the government has significantly cut the 
growth rate of the national debt — from 23.5 per cent 
per year in the four years prior to taking office to 11 
per cent in 1987-88. 


e Principle: to achieve continuing, sizeable year-over- 
year reductions in the deficit. 


Progress: the deficit will have been reduced each 
year, and by an average of about 8 per cent per year, 
in the three-year period ending in 1987-88. 


e Principle: to ensure substantial year-over-year 
reductions in financial requirements. 


Progress: financial requirements are being reduced 
from $29.8 billion in 1984-85 to $21.3 billion in 
1987-88, a decline of 28.5 per cent in just 

three years. 


e Principle: to ensure that the greater part of the 
progress is achieved through expenditure restraint 
and good management. 


Progress: reductions in program spending will be 
responsible for 69 per cent of the decline in the 
deficit as a share of the economy. 


1985-86 1986-87 1987-88 

(actual) (estimate) (forecast) 
(billions of dollars) 

34.4 32.0 29.3 

ih 6.3 5.4 

2A BS) 24.1 

4.6 4.6 4.4 

eal 8.7 8) 

Dae ey et) 


Note: Figures may not add due to rounding. 
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These principles will continue to guide our actions. The 
progress we have already made has played a large role 
in restoring the vigour of Canada’s economy. Continued 
adherence to our fiscal principles will ensure further 
progress in bringing about economic renewal — and 
provide a larger, sustainable base for new 

policy initiatives. 
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Chapter 3 — The Policy Record 


Responsible fiscal management is only one part of the 
challenge of economic renewal. To lay the foundation 
for sustained growth and job creation in a competitive 
world, the government set itself three other goals: 


e to make the government more efficient in its own 
operations and less obstructive to the work of the 
private sector; 


e tocreate a better environment for business; 


e and to bring about these changes with equity 
and openness. 


The progress made in realizing these goals has con- 
tributed significantly to Canada’s economic renewal. 


Removing Obstacles to Growth 


The Agenda for Economic Renewal stressed that the 
government had become too large and too intrusive in 
the Canadian economy. It was directly undertaking 
activities better left to the private sector. Worse, it was 
discouraging private sector initiative, especially within 
the small business community, by a welter of confusing 
and often inappropriate regulations. 


To respond to these problems, the government has 
reoriented and redirected its role in the economy, and is 
overhauling the regulatory framework affecting the 
private sector. 


Government Efficiency 


The government recognized that it had to get its own 
house in order. One of its first acts upon taking office 
was to establish a Ministerial Task Force on Program 
Review to examine how government could be made 
more efficient and effective. Task Force objectives 
included the identification of opportunities for reducing 
duplication and overlaps, as well as opportunities for 
making programs more responsive to the needs 

of the public. 


The findings of the Task Force’s study teams were 
published on March 11, 1986 ina series of 


comprehensive reports. The government has adopted 
many of the proposals for better management and has 
mandated major productivity improvements 
throughout its operations. 


Operational spending has been reduced and future 
growth is being controlled by the elimination of auto- 
matic inflation adjustments, by increased cost recovery, 
by improved cash management and by asset disposal. By 
1990-91, the number of public service positions will have 
been reduced by 15,000. 


Business Framework Legislation 


In a healthy and vibrant economy, it is the private sector 
that generates growth and jobs. To achieve these results, 
the private sector must operate in a framework that 
encourages competition. But competitive markets must 
be fair — and be seen to be fair. The government has 
begun to introduce new business framework legislation 
that will clearly establish a better legal environment for 
private sector dealings in the modern marketplace. 


Competition Policy: The government achieved broad 
consensus among public and private sector interests on 
the urgent need for, and specific format of, new legisla- 
tion to safeguard competition. The resulting passage of 
the new Competition Act in June 1986 provides long 
overdue stability in this important area of business 
framework legislation. 


Intellectual Property: Effective protection of intellectual 
property rights is basic to the promotion of individual 
creativity and industrial innovation. The government has 
presented legislation amending the Patent Act. The 
proposed amendments will provide pharmaceutical 
companies with strengthened intellectual property rights 
which will result in dramatic increases in pharmaceuti- 
cal R&D and associated high quality jobs in Canada. 


The government is also committed to modernizing 
Canada’s antiquated copyright legislation, and will 
shortly introduce appropriate changes to the 
Copyright Act. 
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Financial Sector Reform 


Canada’s financial institutions occupy a special position 
of trust in maintaining the financial well-being of 
millions of Canadians. They are also the principal 
mechanism for channeling the savings of individual 
Canadians into the productive investment on which the 
economy depends. Yet legislation governing parts of the 
financial industry had not been brought up to date for 
decades, and rapid changes have been taking place in 
financial practices throughout the world. 


The government published a discussion paper on 
financial institutions in April 1985 and subsequently 
engaged in extensive consultations with the industry and 
provincial governments. In December 1986, the govern- 
ment tabled a policy paper that set out a comprehensive 
framework for restructuring the financial industry. This 
provides the basis for legislation to be introduced in 
1987 that will: 


e enhance the safety of depositors and insurance policy 
holders through a stronger system of prudential 
regulation and a modern and effective 
supervisory system; 


e allow institutions to engage in a broader range of 
activities, thus enhancing their competitiveness at 
home and abroad; and 


e establish an ownership policy to constrain 
commercial/financial links. 


Regulation and the Marketplace 


In February 1986, the government embarked ona 
strategy to improve the management of the regulatory 
process. Administrative measures have also been 
established to discourage unnecessary new regulation, 
including comprehensive review procedures for proposed 
new regulation and advance publication of proposed 
regulations to encourage public discussion. 


The government moved quickly to free up market forces 
in two important sectors which had suffered from 
excessive or inappropriate regulation: transportation 
and energy. 


In November 1986, the Minister of Transport tabled 
comprehensive legislation aimed at reforming the 
regulatory environment and increasing competition in all 
major transportation modes — air, rail, marine and 
trucking. Regulations governing the supply and pricing 
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of air services will be reduced significantly, and new 
competitive provisions will yield more flexible rail 
freight rates and services. In the trucking sector, the new 
Motor Vehicle Transport Act will significantly reduce 
economic regulations and lead to uniformity of rules 
across the country. These measures will provide an 
environment in which Canadians can have improved 
access to efficient transportation services at the lowest 
possible cost consistent with the highest standards 

of safety. 


The government has reduced the burden of regulation 
and ended discriminatory taxes that had been imposed 
on the energy sector under the National Energy Pro- 
gram (NEP). In March 1985, the Western Energy 
Accord was signed with Alberta, Saskatchewan and 
British Columbia. The regulated price for oil was 
abolished, and oil prices were again determined by world 
market forces. The discriminatory Petroleum Incentives 
Program was eliminated for most activities on 

March 31, 1986. A grandfathering regime for certain 
frontier activities was also put in place until 

December 31, 1987. 


In 1985, the government eliminated the Natural Gas 
and Gas Liquids Tax, the Oil Export Charge, the 
Canadian Ownership Special Charge and the Petroleum 
Compensation Charge. The government brought 
forward legislation to implement its agreement with the 
producing provinces to phase out by 1989 the Petroleum 
and Gas Revenue Tax (PGRT). When the oil and gas 
sector was hard hit by falling world oil prices in 1986, 
the government responded by eliminating the PGRT 
effective October 1, more than two years ahead of 
schedule, thus removing the last special federal tax on 
oil and gas producers. 


The federal government and the producing provinces 
agreed in October 1985 to move towards deregulation of 
natural gas. Export price and volume controls on natural 
gas were relaxed, allowing Canadian producers 

to compete vigorously in export markets. On 

November 1, 1986, after extensive discussions with the 
provinces, domestic natural gas prices were deregulated, 
allowing producers and users of natural gas to enter into 
direct sales. The policy provides for greater flexibility in 
export pricing, which is being monitored by a federal- 
provincial committee, while maintaining a gas export 
surplus test. 


The Atlantic Accord was signed with the province of 
Newfoundland in February 1985. In August 1986, the 
Canada-Nova Scotia Offshore Petroleum Resources 
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Accord was signed, replacing the 1982 energy agree- 
ment. With these agreements, joint federal-provincial 
boards will manage offshore resources, and the two 
provinces have the right to establish royalties and taxes 
in the offshore as if the resources were on land. Develop- 
ment funds have been provided to assist with the 
building of related infrastructure. 


The government also introduced the Frontier Energy 
Policy, in October 1985, to encourage the development 
of northern and offshore petroleum resources. The 
policy removed the 25-per-cent Crown share which had 
been one of the most contentious aspects of the NEP. It 
also provided for a new land management regime with 
less government intervention, and a new profit-sensitive 
royalty system. To encourage continued exploration 
activity in the period until development takes place, a 
25-per-cent exploration tax credit has been introduced. 


Privatization 


The principal motivation for privatization of Crown 
corporations is the increased vitality and efficiency it 
can bring to both the corporation and the economy. 
Privatization gives former Crown corporations access to 
new sources of investment capital. It can also offer 
individual Canadians the opportunity to participate 
through equity investment. 


The government has begun selling Crown corporations 
that are no longer required to meet public policy goals. 
To reinforce the commitment to this process, the 
Prime Minister has appointed a Minister responsible 
for privatization. 


Eight divestitures have taken place so far, from rela- 
tively small operations such as Pécheries Canada and 
Nanisivik Mines to middle-sized ones such as Canadian 
Arsenals and Canadian National’s trucking division, and 
to relatively large companies such as the de Havilland 
Aircraft Company and Canadair. The government has 
also sold the majority of its shares in the Canada 
Development Corporation. 


Privatization can stimulate the performance of corpora- 
tions in sectors where competition and increased produc- 
tivity are essential. For example, de Havilland now has a 
backlog of orders, and has increased employment in its 
Toronto and Winnipeg plants. 


More privatizations are coming. The sale of Teleglobe 
Canada, an overseas telecommunication carrier, will be 


completed soon. Fishery Products International, after 
restructuring, is being offered to the public through a 
share offering. The sale of interests in Air Canada, 
Petro-Canada and other Crown corporations, possibly 
by public share offerings, is under review. 


Promoting Private Sector Growth 


Research and Development 


In an age of rapid technological change, research and 
development is vital to the future prosperity and eco- 
nomic security of Canadians. Technological innovation 
by industry is essential to meet the international chal- 
lenge of enhancing competitiveness and improving 
productivity. Basic research, and the advancement of 
knowledge in our universities, are keys to economic and 
social progress. Scientific research by government is 
also important in achieving national science and 
technology goals. 


Of special concern to the government is the relatively 
small proportion of R&D spending by the private sector 
in Canada. It is the private sector that is best able to 
match research effort with market opportunities, and to 
translate this effort, through technological innovation, 
into employment for Canadians. Encouraging greater 
private sector R&D and industrial innovation continues 
to be a major priority of the government and a clear 
challenge to the private sector. 


The government has introduced a number of initiatives 
to help meet this challenge. It has enhanced a tax 
incentive system equalled by few other industrialized 
countries, by introducing the refundability of R&D tax 
credits for smaller Canadian R&D firms, by broadening 
the definition of R&D, and by providing better access to 
risk capital from investment and retirement savings 
plans. The government has established an innovative 
approach to the funding of R&D in our universities, 
with increased federal support to granting councils and a 
public-private sector matching funds program. This will 
enhance co-operation, facilitate the transfer of ideas 

and strengthen the links among university and private 
sector researchers. 


In co-operation with the private sector, the government 
is also pursuing major initiatives to keep Canada on the 
frontiers of science. The Canadian Space Plan, adopted 
in 1986, builds on demonstrated Canadian strengths and 
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achievements in space science. The government has also 
signed a number of co-operative science and technology 
agreements with the provinces. 


In addition to indirect support through the tax system, 
direct federal expenditures on science and technology in 
1986-87 will amount to some $4 billion. Important 
initiatives have been taken to assure that this massive 
federal commitment is spent smarter, and that spending 
is directed to the highest R&D priorities and co- 
ordinated to avoid overlap and duplication. 


The Prime Minister will chair a National Advisory 
Board on Industrial Technology. This advisory board 
will assess national science and technology goals and 
policies, and their application to Canada’s economic 
growth and competitiveness. 


International Investment 


The purpose of encouraging investment is to foster 
economic growth and improve productive output, to 
make Canada more competitive in the world. The 
government moved early to make it clear that invest- 
ment is welcome from abroad as well as from within 
Canada. The creation of Investment Canada and the 
repeal of the Foreign Investment Review Act in 1985 
were signs to the world that Canada once again was 
open for business. 


The benefits of this friendlier climate were evident after 
the first full year of operations of Investment Canada. 
Net foreign direct investment has averaged almost 

$3 billion in 1986 at annual rates, nearly 70 per cent 
higher than in 1984, and longer-term portfolio invest- 
ment in Canada has averaged $21 billion at annual rates 
in 1986, more than double 1984 levels. Such capital 
inflows have contributed to higher levels of economic 
activity through the creation of employment and the 
lowering of interest rates. Equally important, they 
highlight the growing confidence of the international 
business community in the government’s economic 
management. 


Small Business 


Small firms are a dynamic element in the Canadian 
economy. More than 80 per cent of new jobs are 
estimated to be created by small business. 
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The May 1985 budget contained initiatives to encourage 
investment in small and medium-sized business. The 
small business bond program was extended for two 
years. The capital gains tax exemption was introduced 
and special mechanisms were created to allow pension 
funds to invest in private Canadian corporations. Small 
R&D companies became entitled to a direct refund of 
the full R&D tax credit on their first $2 million of R&D 
expenditures each year. New tax credits were announced 
for individuals investing in labour-sponsored venture 
capital organizations. In addition, small business was 
exempted from the temporary 5-per-cent corporate 
surtax. 


The February 1986 budget built on this progress by 
reducing the tax burden on small business. The ceiling 
on guaranteed loans available under the Small Business 
Loans Act was more than doubled, from $1 billion to 
$2.5 billion. 


Tax Reform 


Canada’s tax structure has been an obstacle to economic 
growth. It is too complex. The distribution of the tax 
burden is far from fair. And tax-induced distortions 
have hindered the efficient allocation of resources. 
Improving the system is an ongoing priority of 

the government. 


Improvements have already been made. A first phase of 
corporate tax restructuring was implemented with lower 
tax rates, coupled with the elimination of the 3-per-cent 
inventory allowance and the elimination of the general 
investment tax credit. Measures have been introduced to 
spread the tax burden more equitably. Actions have 
been taken as well to ensure that incentives are more 
effective, and to protect government revenues. A variety 
of other steps have also been taken to protect the 
integrity of the personal and corporate income 

tax system: 


e The 1983 scientific research tax credit, which was 
subject to considerable abuse, was ended. 


¢ Tax shelters based on investments in yachts, recrea- 
tion vehicles and similar properties were eliminated, 
and tax losses and credits for investors in limited 
partnerships were restricted to amounts they have 
at risk. 


e The so-called “‘carve-out” transactions in the oil and 
gas sector were stopped, and rules were recently 
introduced to prevent trading in tax losses and ~ 
credits among corporations. 
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e A minimum tax was introduced to ensure that high- 
income Canadians cannot avoid their tax obligations. 


Innovative measures such as the refundable sales tax 
credit and the prepayment of the refundable child tax 
credit have been introduced to assist lower-income 
Canadians. Important tax relief has been provided 
through such measures as the fuel tax rebate to farmers, 
a broadened disability deduction, a permanent regime of 
tax relief for northern housing and travel benefits, 
simplification of the small business tax system, and the 
capital gains exemption. As part of pension reform, tax 
assistance for pension contributions has been made 
fairer and more flexible, and greater flexibility has been 
provided for withdrawing RRSP monies on retirement. 


But the scope of the problems of the tax system requires 
a fundamental and encompassing set of solutions. On 
July 18, 1986, the government announced its intention 
to develop proposals for comprehensive tax reform 
designed to make the tax system fairer and simpler 
while at the same time providing a positive investment 
environment and ensuring a stable source of revenues. 


The income tax system is now characterized by rela- 
tively high marginal tax rates and narrow tax bases 
because of selective write-offs and credits. The higher 
the rates of tax on each additional dollar of income, the 
less the incentive for individuals and businesses to earn 
more, save more and invest more in Canada. Rising 
personal income tax rates in Canada have become an 
increasing deterrent to individual initiative, and an 
obstacle to economic growth. 


Hand in hand with the rising tax rates came a growing 
multitude of tax preferences. This proliferation of 
specific incentives and tax preferences led to a situation 
in which too many higher-income taxpayers and large 
profitable corporations do not pay their fair share of tax. 
This is fundamentally unfair, and can undermine public 
respect for the integrity of the tax system. Moreover, as 
the special tax preferences multiplied, their value to the 
economy diminished. The tax system had become too 
complex, with the burden of tax compliance becoming a 
major cost to individual taxpayers and to the economy 
as a whole. 


Serious distortions have developed in the federal sales 
tax system. A relatively small proportion of Canadian 
production carries a disproportionately heavy tax load. 
Sales tax burdens now vary dramatically across different 
product categories, and favour imports over domestic 
manufacturers, costing Canadians jobs. 


The government is developing a specific proposal for 
comprehensive reform of the tax system, taking account 
of extensive consultations. The proposal will be con- 
sistent with the principles for tax reform set out on 
October 23, 1986. The primary objective is to reduce tax 
rates significantly, and remove or reduce tax prefer- 
ences. This will mean that investment and business 
decisions will be based more on fundamental economic 
realities and less on tax considerations. Our tax system 
will be a more reliable source of revenues to finance 
public expenditures. The sales tax system will be 
reformed to eliminate the distortions in the 

current system and thereby improve Canada’s 
competitive position. 


Meeting International Challenges 


Trade 


Significant progress has been made in improving the 
international competitiveness of Canadian business, but 
competitiveness must be complemented by access to 
world markets. In a world of growing protectionist 
pressures and threats, access cannot be taken for 
granted. To secure and improve our access, the govern- 
ment is pursuing a two-track trade policy. 


In September 1985, the government proposed negotia- 
tions towards a bilateral trade agreement with the 
United States, our principal trading partner. These 
negotiations are now well under way. The government 
remains committed to a bilateral trade agreement that is 
comprehensive in scope, and that offers clear and 
tangible benefits for Canada. 


Canada was a primary participant in the launching last 
September of the “Uruguay Round” of multilateral 
trade negotiations under the GATT — the General 
Agreement on Tariffs and Trade. These negotiations are 
unprecedented in scope. They will include several new 
issues not currently covered by international trade rules, 
opening major opportunities to Canadians. For the first 
time, the problems of agricultural trade will be 
addressed, including the recent escalation of subsidy 
wars that have seriously affected the grain producers 

of Canada. 


Canada 


International Economic Relations 


To protect and support Canadian interests at home and 
abroad, the government is increasingly playing a leading 
role in international affairs. As the only member in the 
Economic Summit of the seven major industrialized 
countries which is also a member of both the Common- 
wealth and la Francophonie, Canada is uniquely placed 
for such a role. This country’s responsibilities will be 
emphasized over the next 18 months, when Canada will 
be the host of the summit conferences of each of these 
three important international groups. 


Last May in Tokyo the leaders of the seven major 
industrial economies created a special working commit- 
tee of finance ministers, in which Canada is participat- 
ing. This committee has had a promising start in its 
efforts to improve the co-operation and co-ordination of 
economic policies. 


Canada also remains committed to strengthening the 
multilateral system of trade and payments through its 
active participation in international economic institu- 
tions, including the International Monetary Fund, the 
World Bank and the GATT. 


Building on Canada’s unique position in the Common- 
wealth, the Prime Minister is playing a leading role in 
shaping the international response to apartheid in South 
Africa and in providing economic support to front-line 
states which might be affected by sanctions. 


Official Development Assistance 


The government shares the continuing concern of 
Canadians about the less developed countries. There has 
been substantial real growth in Official Development 
Assistance (ODA) programs in recent years. Indeed, the 
rate of growth of these programs makes it clear that 
ODA is one of the top priorities of the government. 
Canada ranks second among the seven summit countries 
in percentage of GNP devoted to ODA. Our interna- 
tional development and assistance efforts have also been 
strengthened by the decisions to provide all financial 
assistance in the form of grants, to declare a debt 
moratorium in favour of Sub-Saharan African coun- 
tries, and to put in place the CARIBCAN agreement 
which recognizes Canada’s special relationship with 
Commonwealth Caribbean countries. 
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Defence 


The renewed emphasis on defence to meet our national 
sovereignty objectives and international defence com- 
mitments has required a major fiscal effort, even in a 
time of overall restraint. Expenditures in 1987-88 will be 
more than $10 billion, an increase of more than 16 per 
cent in three years. Defence spending will constitute 
10.8 per cent of all program expenditures in 1987-88, up 
from 10.1 per cent in 1984-85. The re-equipment of the 
armed forces is proceeding. Our goal remains the 
enhancement of the operational effectiveness of the 
Canadian armed forces. 


The government is now conducting the first defence 
policy review in 16 years. The White Paper to be 
published later this spring will set the direction and 
priorities of future defence policy. 


The Regional Dimension 


Principles 


Canada’s prosperity depends upon drawing on the 
strengths of all regions of this country. As a result of 
ongoing meetings of federal and provincial economic 
development ministers, a joint position paper on the 
principles of regional development was issued in June 
1985. The position paper set out, for the first time, an 
agreed federal-provincial approach to improving 
employment and incomes through sustainable economic 
activity based on realistic regional opportunities. 


Economic renewal has produced a stronger, more 
resilient economy, with all areas and sectors of the 
country benefiting from lower interest rates, lower 
inflation and improved international competitiveness. 
Yet the renewed health of the national economy masks a 
number of regional problems, primarily in Atlantic and 
Western Canada. The West, in particular, is heavily 
dependent on primary resource sectors and related 
manufacturing and service industries. Canada has little 
influence over resource prices, which are set internation- 
ally. The challenge for Canada is to help cushion the 
short-term impacts of depressed prices and, at the same 
time, to help producers adjust to market realities. 


Atlantic Canada’s problems run deeper. More needs to 
be done to reduce disparities over the long term, help the 
private sector to grow and, where necessary, provide the 
support needed to help individuals adjust to changing 
economic circumstances. 
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Challenges 


Disparities in Atlantic Canada are exemplified by low 
levels of earned income per capita and high unemploy- 
ment rates. The government has taken a number of steps 
to address the concerns of the region: 


e Agreements with Newfoundland and Nova Scotia 
have created a positive framework for oil and gas 
development and provided development funds. 


e Economic and Regional Development Agreements 
were signed with the Atlantic provinces. 


e The Atlantic Enterprise Program provides up to 
$1 billion in loan guarantees, and interest rate buy- 
downs of as much as 6 percentage points, for a wide 
variety of investments in the region. 


e An additional $600 million in federal procurement is 
being directed to Atlantic Canada over a four-year 
period beginning in 1986. 


e The federal investment tax credit has been main- 
tained for Atlantic Canada, and was enriched for 
Cape Breton. 


e An Atlantic Canada Opportunities Agency, to be 
headquartered in Atlantic Canada, will be estab- 
lished shortly to co-ordinate federal development 
initiatives in the area. 


The government intends to ensure that Atlantic Canada 
shares fully in the benefits of economic renewal. A 
review of regional development programs has been 
initiated to see how they can be made more effective and 
efficient while responding with greater sensitivity to 
regional needs and conditions. 


Western Canada’s exposure to sharp fluctuations in 
resource prices was illustrated dramatically in 1986 in 
the energy and grain sectors. The Western Accord 
created a positive environment for oil and gas invest- 
ment, bringing a record boom in oil and gas activity 
in 1985. 


When world oil prices plummeted in 1986, the federal 
government moved to cushion the blow. In April 1986, 
the government increased the small producers PGRT 
credit and set the PGRT tax rate on production from the 
Suncor and Syncrude synthetic oil plants at zero. The 
PGRT was eliminated entirely on October 1, 1986, 
ahead of schedule. 


The government remains committed to a market- 
oriented energy policy. Uncertainty in world oil markets 
has sparked renewed debate about national energy 
security. On January 30, 1987, federal and provincial 
energy ministers met for the first time since 1978 and 
established a working group which will report to Minis- 
ters on all aspects of energy security by July 1, 1987. 


Canada’s grain farmers are efficient by world standards, 
and competitive internationally. In recent years they 
have been challenged by events beyond their control. 
Serious drought in 1984 and 1985 has been followed by 
an escalation of the export subsidy war between the 
United States and European grain producers, triggered 
by a build-up of world grain supplies. 


In response, the government has taken unprecedented 
action to assist grain producers. In 1984 and 1985, 
assistance was given to western producers affected by 
drought under the Crop Insurance Program and the 
Special Drought Assistance Program. In 1986, in 
response to sharp declines in world grain prices, record 
payments were made under the Western Grain Stabili- 
zation Act. To reduce farm input costs, the government 
froze grain freight rates and effectively eliminated 
federal excise taxes on fuels for farm use. Assistance is 
provided on an ongoing basis for grain transportation. 
Including the $1 billion Special Canadian Grains 
Program announced in December, federal support to 
Canadian grain farmers for the 1986 crop will total 
about $3.5 billion. 


The Minister of Agriculture and the Minister respon- 
sible for the Canadian Wheat Board will continue to 
meet on an ongoing basis with farm organizations and 
the provinces to discuss ways of ensuring that the 
Canadian industry remains a competitive force in world 
markets. The Minister responsible for the Canadian 
Wheat Board has met with his international counter- 
parts on a number of occasions to pursue Canada’s 
interests. The government will maintain its initiative to 
keep agriculture at the forefront of international 
deliberations. At upcoming meetings of the GATT, the 
Organization for Economic Cooperation and Develop- 
ment (OECD) and at next summer’s Economic Summit 
in Venice, the government will continue to press for an 
international resolution of the subsidy war in world 
grain markets. 


The government will, in consultation with the provincial 
governments of western Canada, explore with western 
business and community leaders avenues for economic 
diversification to reduce the region’s exposure to 
resource price fluctuations. 
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Responsiveness to Individual 
and Social Needs 


From the beginning of its mandate, the government has 
sought to enhance Canada’s status as a modern, tolerant 
and caring nation whose citizens are secure and prosper- 
ous. Its objectives in social policy have been to increase 
opportunities for Canadians to participate fully in our 
society, to encourage initiative and self-reliance, and to 
direct scarce resources to those most in need. 


Labour Market Participation 


Barriers to participation in the workforce are particu- 
larly unfair because they deprive individuals of the best 
possible form of income security — a job. For this reason, 
the government has made special efforts to open oppor- 
tunities to Canadians who face particular problems in 
finding employment. 


If secure jobs are to exist for Canadians, labour markets 
must be flexible enough to adapt to new circumstances. 
With the Canadian Jobs Strategy, the government has 
reoriented labour market programs to help individuals 
benefit from the opportunities presented by the changing 
economic environment. Much greater emphasis has been 
directed towards on-the-job training, upgrading skills, 
and easing the entry of individuals into the labour force. 


The government is also working to make unemployment 
insurance a more effective system and will be announc- 
ing its proposals in May 1987. 


Pension Reform 


The key to self-reliance for retired Canadians is an 
adequate pension. The government has made dramatic 
improvements in the pension system in Canada. 


The standards which employer-sponsored pension plans 
in federal jurisdiction must meet have been improved in 
fundamental ways. As a result, more Canadians, 
including many part-time workers, may join such plans 
now, and can accumulate better pensions over their 
working lives because of improved portability and 
vesting. Equally important are new standards which 
entitle the spouse of a plan member to benefit in the 
event of the death of the plan member or marriage 
breakdown. All employer-sponsored plans must now 
offer adequate survivor benefits, and these benefits will 
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continue even if a widow or widower remarries. When 
a marriage fails, pensions must now be divided 
between spouses. 


The Canada Pension Plan has been put on a firmer 
financial footing, and certain benefits have been 
improved. Individuals may now start drawing pensions 
as early as age 60. Those who receive survivor benefits 
will no longer see them terminated if they remarry, and 
the rules which provide for the division of pension 
credits on marriage breakdown have been strengthened. 


Changes have also been made to ensure comparable tax 
treatment for pension contributions regardless of the 
type of retirement income arrangements that have been 
made. RRSP contribution limits have been increased to 
provide more tax assistance for all those who do not 
have access to adequate employer-sponsored pension 
plans. Individuals who cannot make their full contribu- 
tions in any one year can add more to their RRSPs in 
subsequent years. At retirement, people will have more 
freedom to manage their own retirement incomes as a 
result of changes to registered retirement income fund 
(RRIF) provisions. 


Improving Social Benefits and Programs 


While the government has encouraged self-reliance in 
these ways, it recognizes that the measure of a caring 
society lies in the help it provides to those most 

in need. The government has improved social 
programs accordingly: 


e Social assistance recipients will have better employ- 
ment propects as a result of a special three-year, 
federal-provincial cost-shared training and improve- 
ment program which started last year. 


e Low-income families with children are benefiting 
from significant increases in the child tax credit and 
from advance payment of the credit. Over three 
years, the credit will increase by 36.5 per cent or 
$140 per child: from $384 in 1985 to $489 this year, 
and to $524 in 1988. 


e Under a new and innovative program, four million 
low-income families and individuals are now receiv- 
ing refundable sales tax credits of up to $50 per 
adult and $25 per child. 


e All widows and widowers aged 60 to 64 who are in 
need are now eligible for the spouses’ allowance. 
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e Disabled Canadians have been helped by the exten- 
sion of eligibility for the tax deduction for disability, 
the increase in the value of the deduction, and 
increased disability benefits under the Canada 
Pension Plan. 


e Veterans and their surviving spouses are now 
receiving improved benefits. 


The government has been active in other areas as well. 
A new policy to guide the settlement of comprehensive 
land claims of our native peoples has been adopted. Self- 
government is being facilitated and economic develop- 
ment promoted. As an example, there has been recent 
legislation to implement Indian-initiated self-govern- 
ment for the Sechelt people of British Columbia. The 
Indian Act has been amended to eliminate discrimina- 
tion against women and other Indians who were unfairly 
denied Indian status. 


The system of justice in Canada, and thus the security 
and well-being of Canadians, has been enhanced 
through many measures. A central registry of missing 
children is being set up. Initiatives are being taken to 


ensure that child support, custody or access orders are 
enforced, so that required payments are in fact made. A 
new Divorce Act has simplified and made less costly 
divorce proceedings for thousands of Canadians. Steps 
are being taken to combat impaired driving. Additional 
initiatives will be taken to reduce drug abuse and 
improve our health and health care systems. 


A new housing policy and thoroughly revamped housing 
programs have been put in place in co-operation with 
the provinces. As a result, financial support is now much 
better targeted to lower-income Canadians. 


Social policies and programs must continue to adapt to 
the evolving needs of Canadians, to changing family 
relationships and responsibilities, and to new opportuni- 
ties. Thus, for example, the government has embarked 
upon discussions with the provinces to establish a 
national child care strategy. The goal is high quality, 
affordable and accessible care for our children. 


All these developments contribute to improved circum- 
stances for Canadians as individuals and to a better 
Canadian society. 
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Chapter 4 — Economic Performance 


By September 1984, the Canadian economy was 1! 
years into recovery from its deepest postwar recession. 
While output growth had been relatively robust, the 
Canadian economy, like that of Europe and Japan, was 
being pulled along by exports to the rebounding U.S. 
economy. Strong export growth and an upswing in 
inventory investment were the forces driving the 
Canadian economy, rather than domestic demand by 
consumers and businesses. In short, the recovery was 
unbalanced and uncertain: 


e Final domestic demand (the sum of consumer 
spending, business investment and government 
spending) lagged far behind output growth. 


e Business investment was weak, and consumer 
spending disappointing. 


e Interest rates and unemployment remained stub- 
bornly high, a fact which dampened confidence, 
restrained investment and clouded the 
economic outlook. 


At the time, the consensus of private economic forecast- 
ers was for a pronounced slowing in real economic 
growth in 1985. Some even predicted a recession. 


What was needed was a fundamental reorientation of 
fiscal and economic policy in Canada. Failure to act 
would have further undermined confidence, both 
domestic and international, in the country’s ability to 
manage its economic affairs. This could have led to 
rising interest rates. 


The government’s record of policy action has rebuilt the 
confidence of Canadians and foreign investors in 
Canada’s future. The Canadian economy has performed 
well in this environment, despite unsettled conditions in 
international currency markets, slow growth among our 
trading partners and sharply depressed world oil and 
grain prices. 


From the third quarter of 1984 through the third 
quarter of 1986, output growth in Canada has averaged 
3.4 per cent at an annual rate, a pace unmatched by any 
of our major trading partners except Japan. Canadian 
growth is now less dependent on exports, with final 


domestic demand growing in line with that of total 
output (see Chart 4). Of particular note has been the 
robust growth in consumption, housing and non-energy 
investment. The confidence of consumers and business 
has recovered. Instead of being dependent on U.S. 
growth, Canada is now pulling its own weight in the 
international economy. 


The gains made in reducing inflation in the early part of 
the recovery have been maintained. Canada’s competi- 
tive position has improved substantially compared to the 
early part of this decade. This is due to improved 
productivity growth, moderate wage settlements and 
realignments in international exchange rates. 


Chart 4 
Real GDP/ Final Domestic Demand 
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Chart 5 
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Interest rates have trended down and are currently at 
levels not seen in more than a decade (see Chart 5). As 
of February 9, 1987, the Bank of Canada Rate had 
fallen to its lowest level since March 1978. Mortgage 
rates, having dropped more than three percentage points 
since September 1984, were at 84-year lows. The 
chartered bank prime rate was at 9.25 per cent, the 
lowest it had been since July 1978. 


Looking ahead, real output in 1987 is expected to grow 
by almost 3 per cent — the fifth year of growth since the 
1981-1982 recession. Employment is expected to grow 
by close to 2 per cent for the year as a whole, with 
Canada’s pace of job creation again at the forefront of 
the major industrial countries. Inflation will remain 
moderate in 1987, averaging under 4 per cent and 
dropping to just over 3 per cent by year-end. 


The high personal savings rate in the years prior to 
1984, coupled with declining interest rates, buoyant 
stock markets and strong housing markets, has improved 
the overall financial health of Canadian households. In 
relation to personal disposable income, net personal 
financial wealth has risen while both consumer debt and 
interest payments are substantially below their peak 
levels of 1979 and 1980. The downward trend in interest 
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rates and the steady growth in jobs and incomes have 
combined to make housing much more affordable for 
average Canadians. As a result, consumer confidence 
has rebounded to levels not seen for years. 


In this environment, real consumer expenditures on 
goods and services advanced by more than 1|1 per cent 
over the last 22 years, while real residential investment 
grew by over 36 per cent. Housing starts rose from a 
yearly rate of 141,000 units in September 1984 to just 
under 200,000 units for 1986 as a whole, the highest 
level since 1979. It was also the first time that starts 
have shown such strength without government subsidies. 


The abrupt drop in energy and grain prices, combined 
with a general softening of other natural resources 
prices, buffeted the Canadian economy in 1986. 


Investment was adversely affected, with total real non- 
residential investment decreasing just over | per cent in 
1986 and the energy investment component falling more 
than 20 per cent. On the other hand, increased profita- 
bility, together with the reduced cost of funds — due not 
only to lower interest rates but also to surging equity 
markets — have enabled businesses in the non-resource 
sector to restructure their balance sheets. In the process, 
their capacity to service their debt has increased and 
their exposure to unforeseen economic events has been 
reduced. After falling to an 11-year low in 1984, real 
investment in the manufacturing sector rose by 17 per 
cent in 1985 and, according to the most recent Private 
and Public Investment Intentions Survey, is expected to 
have increased by a further 22 per cent in 1986. Real 
investment in machinery and equipment has rebounded, 
advancing by 13 per cent over the past 2% years. Over 
all, despite the weakness in the resource sector, 

the climate in the business community has 

significantly improved. 


The declines in world oil and grain prices contributed to 
a substantial deterioration in Canada’s current account 
balance. From a deficit of under $600 million in 1985, 
the current account deficit rose to $9 billion in 1986. In 
1987, the current account balance is expected to 
improve as trade flows benefit from the strengthened 
competitive position of the Canadian economy relative 
to our overseas trading partners. Some firming of energy 
and other commodity prices should also contribute to 
the improvement. 


Decreases in energy and grain prices also resulted in a 
divergence in regional economic and employment 
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growth in 1986, arresting some of the significant 
movement toward more evenly distributed economic 
activity that was evident in 1985. While Canada’s 
economy registered solid growth in aggregate terms, the 
Western and Atlantic provinces suffered sizeable income 
losses. Strong demand and prices for other resource 
products, particularly fish and forest products, were 
welcome developments. The recent firming in the price 
of oil is another welcome development for the energy- 
producing provinces. 


After nearly a decade of rising and unstable inflation, 
Canada’s CPI inflation rate, which peaked in the early 
1980s at double digit values, fell to under 6 per cent in 
1983. Since then, further declines have occurred with 
the rate averaging around 4 per cent (see Chart 6). 
Underlying this steady inflation performance has been a 
substantial deceleration in wage increases and an 
improved productivity performance. Working time lost 
because of industrial disputes has dropped to low levels. 
From September 1984 to the present, output per 


Chart 6 
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1981-1987 
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employed person has risen by nearly | per cent per year 
while wage increases have remained moderate. 


Canada’s recent productivity and wage-cost perform- 
ance contrasts sharply with the decade prior to the 
1981-1982 recession when our domestic cost structure 
deteriorated compared to that of our major trading 
partners. Since the recession, our overall productivity 
performance, after being the worst among the major 
industrial countries, has improved dramatically and our 
domestic cost increases have been among the lowest. 
These favourable cost developments, combined with 
adjustments in world exchange rates, have improved 
Canada’s competitive position against both the United 
States and our major overseas trading partners. 


Strong employment growth has been a hallmark of 
Canada’s economic performance over the last 22 years. 
More than three-quarters of the new jobs created have 
been full time. By the end of 1987, with both strong 
employment and labour force growth anticipated, the 
unemployment rate is expected to decline to 9.0 per cent 
(see Chart 7). 


Chart 7 
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Chapter 5 — The Record in International Perspective 


Canada’s record of fiscal policy achievements and 
economic performance is particularly striking when 
viewed in an international context. 


In discussions of Canada’s relative fiscal performance on 
an international basis, most comparisons are made with 
the United States. Such comparisons often use public 
accounts conventions, but these differ significantly 
between Canada and the United States and therefore 
deficit figures are not strictly comparable. The defini- 
tion of the “deficit” in the United States is much closer 
to the concept of financial requirements in Canada than 
it is to the Canadian definition of the budgetary deficit. 
The fiscal years also end in different months in the two 
countries (March 31 in Canada and September 30 in the 
United States). These differences have been a source of 
confusion. For a more meaningful basis of comparison, 
it is necessary to use more comparable accounting 
conventions. The System of National Accounts provides 


Chart 8 


Canada-United States 
Deficit Comparison 
National Accounts Basis 


per cent of GDP 


U.S. 
Canada 


such a vehicle for comparison. The following three 
charts on Canada-United States fiscal comparisons are 
on a national accounts, Canadian fiscal year basis. 


Chart 8 shows deficits in the two countries relative to 
GDP, from 1984-85 to 1986-87. It is apparent that the 
deficit, as a share of the economy, has been reduced 
substantially in Canada while it has risen in the United 
States. As ratios to GDP, the Canadian deficit is down 
2.3 percentage points whereas in the United States the 
deficit is up 0.4 percentage points. Strikingly, the 
deficits in Canada and the United States, relative to 
GDP, are virtually identical in 1986-87. 


Chart 9 compares the change in deficits, revenues and 
expenditures in the two countries relative to GDP, from 
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Canada-United States 
Comparison of Growth 

in Real Program Spending* 
National Accounts Basis 
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ending in ending in ending in 
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* Spending adjusted for the consumer price index. 


1984-85 to 1986-87. Expenditure restraint has also been 
much greater in Canada. As ratios to GDP, expendi- 
tures are down 1.4 percentage points in Canada and up 
0.3 percentage points in the United States. 


Chart 10 sets out comparative growth in real program 
spending. Again, Canadian fiscal performance stands 
out. Over the two fiscal years ending in 1986-87, real 
program spending in Canada declined on average by 
1.7 per cent per year while rising by 3.9 per cent per 
year in the United States. This is a sharp reversal from 
the trend in the previous four-year and 10-year periods 
when real program spending growth in Canada signifi- 
cantly outpaced that in the United States. 


Canada’s overall economic performance, as measured by 
the growth of real GDP, the broadest measure of 
economic activity, has been impressive over the last 
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22 years compared to other major industrial countries. 
With the exception of Japan, the Canadian economy has 
grown more rapidly than any of the other major indus- 
trial countries (see Chart 11). Canada’s record on job 
creation has been without equal among the same large 
industrial countries (see Chart 12). 


Underlying Canada’s strong economic performance has 
been a substantial improvement in our competitive 
position. For the decade prior to 1983, Canada’s com- 
bined wage cost and productivity performance, mea- 
sured in U.S. dollars, was inferior to that of our major 
trading partners. Since then, moderate wage increases 
and a strong productivity performance, coupled with 
movements in the world exchange rates, have improved 
Canada’s competitive position (see Chart 13). Over this 
period, Canada’s unit labour costs, measured in U.S. 
dollars, fell by 2.5 per cent per year, compared to a drop 
of 0.9 per cent per year in the United States and annual 
increases of 8.2 per cent in Japan and 1.0 per cent in 
Europe. These are important figures. They indicate that 
Canada’s economy is becoming better equipped to 
compete in the international marketplace. 


Chart 11 


Real Output Growth 
Since September 1984 


per cent - annual rate 


Note: The most recent data point is 1986:Q3, except for 
I’rance which is 1986:Q2. 


Source: OECD Main Economic Indicators 
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The government’s wide-ranging agenda for renewal, and 
its solid record of re-establishing fiscal credibility and 
removing impediments to growth, have not gone 
unnoticed in the international investment community. 
And neither has our resulting strong economic perform- 
ance. The International Business Research Centre of the 
Conference Board of Canada, in its recent update of 
foreign investors’ attitudes to Canada as a place to 
invest, showed an important improvement from 1983, 
with the key factors for the turnaround being the 
recognition of less government regulation, an improved 
labour cost situation and reduced foreign investment 
controls. In 1986 the European Management Forum, an 
independent, non-profit organization based in Geneva, 
ranked Canada sixth among 22 OECD countries in 
terms of overall competitiveness. In 1984, we 

ranked eleventh. 


Reflecting the change in attitude in the international 
business community, investment in Canada is up 

strongly. Net foreign direct investment has averaged 
$3 billion at annual rates in 1986, nearly 70 per cent 
higher than in 1984. At the same time, international 


Chart 12 


Employment Growth 
Since September 1984 


per cent - annual rate 


Canada U.S. Germany France U.K. Italy Japan 


Note: The most recent data point is 1986:Q3, except for the 
U.K. which is 1986:Q2. Data for lrance are an Index. 


Source: OECD Quarterly Labour Force Statistics 
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Manufacturing Unit Labour Costs 
in U.S. Dollars, 1983 to 1986 


average annual rate of change 


Canada US. Japan 4 Major 
European 


Economies 1) 


(1) U.K., Germany, France and Italy (weighted by proportion 
of Canadian exports to these countrics). 


Source: Bureau of Labour Statistics, for 1982-85 data, OECD 
Economic Outlook, Dec. 1986 for 1986 estimates. 


investors have been purchasing Canadian stocks and 
bonds in record amounts. 


Two and one-half years ago, the Canadian economy was 
suffering from excessive regulation and government 
intervention and from faltering confidence. Canada’s 
ability to compete in the world and to maintain prosper- 
ity at home was threatened. 


In November 1984, the government set out its Agenda 
for Economic Renewal. Since then the government has 
consistently followed its agenda, and much progress has 
been made. Fiscal responsibility has been re-established, 
and the trend in the deficit is clearly down. The govern- 
ment has moved decisively to reduce obstacles to growth 
and to encourage the private sector to take up the 
challenge of wealth and job creation. Confidence in the 
Canadian economy has been restored. Canada’s record 
of growth and job creation is the most telling proof of 
the success of the Agenda for Economic Renewal. There 
must be still further progress, but the course is set, the 
determination demonstrated. 
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